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THE UTILIZATION OF NET INCOME. 
HARRISON S. SMALLEY, Ph.D. 
In the management of every corporation the question 
of dividends is a perennial one, recurring regularly at 
periods varying from three months to a year, according to 
the practice of the particular corporation. The question 
is, whether dividends shall be declared, that is, whether any 
of the receipts of the company shall be divided among the 
owners of the business, and if so, how large an amount shall 
be thus distributed. 
A similar question arises with equal regularity in con-
nection with all unincorporated business enterprises, 
whether controlled by partnerships or individuals. The 
person or persons who own such a business must period-
ically determine whether any part of the earnings shall be 
appropriated as personal profits. The distribution of a por-
tion of the receipts of a business as dividends or profits is 
sometimes carelessly or recklessly made, without due 
regard to consequences. At times it is even true that mis-
appropriations are made deliberately, with mischievous 
intent, as when the directors of a corporation declare ex-
cessive dividends in order to raise the price of the stock for 
purposes of speculation or manipulation. Occasionally the 
opposite course is pursued, but with equally objectionable 
motives, as when directors cut or pass dividends which 
should properly be declared, because they wish, for specu-
lative or other reasons, to depress the price of their stock. 
But in every well-managed business certain principles are 
observed in this matter, with the aim that whatever is done 
shall be consistent with sound business policy. The 
purpose of this lecture is to explain and discuss these 
principles. 
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It is axiomatic that no payments should be made in the 
nature of dividends to stockholders or profits to the owners 
of a business, unless a balance remains after all expenses 
and proper charges are subtracted from total receipts. But 
while no one dissents from this principle, many find serious 
practical difficulties in their attempts to apply it. For just 
what are the "proper charges" which, together with oper-
ating expenses, should be deducted from gross revenue? 
This is a question which it is not possible to answer in 
exact detail, because conditions differ among business con-
cerns, but the broad outlines of the answer may easily be 
sketched. Allowance must be made for taxes, rentals, pay-
ments for fire, credit, burglary and other forms of insur-
ance, and interest on borrowed capital, which in corpora-
tions includes interest on bonds as well as on the floating 
indebtedness. Furthermore, in the case of a corporation 
which is under obligations to accumulate a sinking fund 
for the purpose of paying off its bonds at maturity, the 
annual contribution to that fund must be set aside. Simi-
larly, in an unincorporated business encumbered with a 
mortgage debt, the owners should not delay preparations to 
meet the obligation until the approach of the date of pay-
ment, but should lay aside at regular intervals such sums as, 
with accumulated interest, will equal the amount of the debt 
at its maturity. That is, this should be done unless the 
owners deliberately plan, as do many corporations, to make 
their mortgage debt perpetual, by repeatedly renewing it. 
In addition, ample allowance must be made for repairs 
and renewals. If expenditures for such purposes have 
recently been smaller than normal, the balance of the usual 
amount should be placed in a fund to meet the exigencies 
of the future. Depreciation must also be taken into account, 
and a sufficient contribution made to the replacement fund. 
The exact amount to be devoted to this end can be wisely 
determined only by experience and shrewd foresight. For, 
although it is possible to calculate mathematically what 
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annual payment is needed to replace the capital invested in 
the plant at the expiration of a certain term of years, this 
amount is often not a true measure of the proper appropria-
tion for depreciation. New inventions may render portions 
of the plant worthless before they are worn out; or, owing 
to advancing prices the expense of replacement may be 
greater than the original cost. 
Finally, it is necessary to recognize obligations not yet 
matured, such as rent or taxes, which will soon be due and 
which should be paid in part from receipts for the period 
under consideration. Only when all of these charges have 
been taken into account, and have been deducted from earn-
ings, does a net income remain which can properly go as 
dividends or profits to the owners of the business. And 
hence, when one is considering the purchase of corporate 
stock, he should take care not to be influenced by the mere 
statement of the large dividends which have actually been 
declared. Such a statement is delusive unless the records 
of the company also show that adequate sums have been 
regularly devoted to the various purposes which have been 
mentioned. The same caution should also be observed in 
acquiring an interest in an unincorporated concern. 
But when all of the charges above enumerated, and all* 
operating expenses, including, in unincorporated concerns, 
reasonable salaries to those owners who are actively en-
gaged in the management, have been deducted from earn-
ings, should all of the net income remaining be appropriated 
by the stockholders or owners'? Usually not. For in most 
cases it is advisable to utilize a portion of the net income 
either for permanent improvements or for the accumula-
tion of a surplus reserve. 
From time to time in every business it becomes practi-
cally necessary to enlarge the plant or to install such per-
manent improvements as will serve to increase the capacity 
or efficiency of the concern. It may be expedient to pursue 
such a course in order to meet successfully the competition 
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of active and progressive rivals; or in order to take advan-
tage of an expanding market which offers opportunities for 
increased sales; or even in order to increase the scale of the 
business to a point where it can become profitable. For one 
reason or another, betterments are sometimes indispensable, 
and at other times highly desirable, and the problem of 
financing them is therefore forced upon the management. 
In a corporation it is possible to raise funds by issuing 
bonds or stock, while in an unincorporated concern corre-
sponding methods may be employed: money may be bor-
rowed, or outsiders with capital may be admitted to part-
nership. But frequently neither of these means is advis-
able; the owners do not regard it as good policy to increase 
their indebtedness, nor do they wish to endanger their con-
trol of the business by permitting outsiders to acquire an 
interest in it. These or other considerations may drive 
them to consider the expediency of providing for the con-
templated improvements by appropriating for that purpose 
a portion of the net income. Whether that should be done 
is a question of business policy which it is often very diffi-
cult to answer. 
But even when an answer is given, the owners are not 
yet in a position to take whatever remains of the net income 
as their personal gains from the enterprise. There still is 
left the problem of determining whether some or all of the 
income should be set aside as surplus reserve. In order to 
make clear the principles which should control in the solu-
tion of this problem, we shall consider (1) the functions of 
the surplus reserve in business finance, (2) the various ways 
in which the money which is placed in the reserve fund may 
be invested, (3) how large the surplus reserve should be, 
and (4) how rapidly it should be accumulated. 
The Functions of the Surplus Reserve. 
The functions of the surplus reserve are two in number. 
In part it serves as an emergency fund which may be used 
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to tide the concern over a period of hard times. An indus-
trial depression may so seriously affect the business as to 
plunge it into insolvency. A concern which is reasonably 
profitable in prosperous times may find itself, in a depres-
sion like that which followed the panic of 1893, so reduced 
in circumstances that, without a reserve fund, it cannot 
meet its obligations. Then bankruptcy or a receivership is 
the inevitable result, with all the attendant disappointment, 
discouragement, humiliation, and deprivation. Prudence 
therefore demands that in good times a portion of the net 
income be reserved and placed in a fund which may be used 
to keep the business afloat in those periods of financial and 
industrial distress which seem destined to recur at all too 
frequent intervals. 
The second function of the surplus reserve is to main-
tain stability in the income received from the business by 
its owners. Inasmuch as the net earnings remaining after 
all proper deductions are made is a sum which varies from 
year to year, if the entire amount were taken by the owners 
each year, their returns from the business would constantly 
fluctuate. Moreover, in hard times, even if the business 
were so fortunate as to meet all expenses, the net income 
might be so small as to yield the owners nothing or almost 
nothing. In an unincorporated concern this would not be 
a serious matter provided each owner were provident and 
carefully laid aside in prosperous years some portion of his 
personal income against the proverbial and inevitable rainy 
day. But since many men are not thus prudent, it is wise 
policy to equalize the profits paid by the business by main-
taining within it a fund accumulated from the large earn-
ings of the good years for the purpose of supplementing the 
meager profits of the lean years. 
But if such a course is advisable in an unincorporated 
business, it is almost necessary in a corporation. Whatever 
its earnings may be, it is of great importance that a corpora-
tion's dividends remain as stable as possible, never varying 
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except when it is necessary to reduce them permanently, or 
when it is possible to increase them with every likelihood 
that the higher rate can be regularly maintained. Fluctua-
tions in dividends are to be avoided if possible. The reasons 
for this fact must now be given. 
The immediate effect of fluctuating dividends is a fluc-
tuating price for the stock. When dividends are high, the 
price will rise; when dividends are low, the price will fall. 
A secondary effect is that the general level of the price will 
be lower than if dividends were stable. This results from 
the fact that the uncertainty of dividends and of price 
makes the stock a poor investment—indeed no investment 
at all, for an investor demands security of principal and 
certainty of return. Therefore the investing public tends 
to forsake the stock, and that prop to its price is withdrawn. 
The stock is left largely to the mercy of the speculators, and 
becomes a gambling tool in their hands. 
These results of irregular dividends themselves exhibit 
consequences more or less unfavorable from every point of 
view. From the point of view of the corporation they show 
a serious aspect. In the first place, the credit of the cor-
poration is injured. A concern with variable dividends and 
fluctuating prices for its securities is not looked upon as so 
reliable as one upon a stable basis. Its financial position is 
uncertain, and that fact is naturally a hindrance to it when 
it wishes to obtain credit or raise a loan. Again, it is at a 
disadvantage in selling new stocks or bonds, for they will 
not command as high a price as they would were the stock 
on an investment basis, or were the bonds not threatened by 
constantly varying earnings. As a result the policy of 
stability is good for the corporation. 
The results of irregular dividends are also undesirable 
from the stockholder's point of view. If the dividends have 
been regular, he wishes them maintained, for to abandon the 
policy will cause a fall in the value of his stock, entailing 
loss upon him. On the other hand, if the dividends have 
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been irregular, it is to his advantage that that defect be 
cured, for then the price will rise and profit will accrue to 
him. In general, also, if he is a real investor, the uncer-
tainty and insecurity of both dividend and principal is not 
pleasant. And they subject him to a special disadvantage 
if he endeavors to use his stock as collateral security in bor-
rowing money. Banks are decidedly less willing to loan 
money upon variable stocks than they are upon stable, well-
established securities. And hence a share of fluctuating 
stock will secure a much smaller loan than a share of stock 
which in the long run pays no larger dividends, but which 
pays them regularly. So for various reasons the stock-
holder's interests demand stability in dividends. 
Such a policy is likewise advantageous to the investing 
public. Without it, stock is not an investment, and so is not 
available for the purposes of the investor. Even the bonds 
are not so secure as they would be were provisions made, 
looking toward uniform dividends on stock. This limitation 
of the investment field is unfortunate, for it compels invest-
ors to confine their entire demand to a smaller range of 
investments, thus raising the price of those investments and 
decreasing their annual yield. From the general public 
point of view, moreover, instability is a bad thing. Fluc-
tuating values are bad for business, to say nothing of falling 
values. And the removal of securities from the investment 
field means that they henceforth become mere speculative 
tools, and so increase the amount of stock gambling and 
stock manipulation, and promote the control of industries 
by great moneyed interests. 
If there is even moderate force in these considerations, 
it is evident that one important goal of corporate manage-
ment should be the establishment of its securities on a sound 
investment basis, and that that involves the regular pay-
ment of uniform dividends. The second reason, therefore, 
for the accumulation of a surplus reserve, is to enable the 
corporation to maintain stable dividends. In good years a 
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fund should be gathered which will not only forestall the 
possibility of bankruptcy in times of depression, but which 
will also assure uninterrupted dividend payments at all 
times. 
The Investment of the Surplus Reserve. 
Having shown the reasons for accumulating a surplus 
reserve, we must next, before discussing the proper size of 
the fund, consider the various ways in which it may be used; 
for, as will soon appear, its size depends in some measure 
upon the way in which it is invested. Of course, the money 
could be kept as cash in a safe or vault, or could be deposited 
in a commercial bank, but as that would obviously be most 
uneconomical it is never done, except temporarily. The 
money should be used, and customarily is used, in some way 
which is productive of advantage to the corporation. Sev-
eral such ways suggest themselves, the relative merits of 
which we shall now consider briefly. 
(1) The surplus reserve may obviously be devoted to 
enlarging the plant, or to installing permanent improve-
ments. The great advantage of this method of treating the 
fund is that it improves the business and standing of the 
enterprise: it increases the capacity of the plant; enables 
the concern to take a better place in the market; and in-
creases its earning power. And if the fund is devoted to 
wise improvements the annual return upon it, or income 
from it, will be larger than if it were invested in any of 
the ordinary ways. 
This method, on the other hand, has one great drawback. 
It is not adapted to serve the very purpose for which the 
surplus reserve is created, namely, to tide the concern over 
bad times. The money is sunk in the business, and cannot 
be withdrawn. If a period of depression sets in, it is impos-
sible to get the money out, and hence it is not available as an 
emergency fund, which it should be. If the income gained 
from the improvements during the good years has not been 
disposed of, it may be used, but of course is a relatively 
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small and hence insufficient sum. Moreover, the usefulness 
of extensions of the plant is at its lowest ebb during hard 
times. This use of the reserve does, indeed, increase the 
capacity of the plant, but almost no concern can find a mar-
ket for anything like its maximum output during a period of 
depression. Hence the increased capacity is of little or no 
use at such a time. As a consequence of these objections it 
may be laid down as a general principle that this use of the 
surplus reserve is one of such doubtful expediency as to be 
resorted to only after a considerable sum is at hand in a 
more readily available form. 
In their financial statements, many corporations use the 
term "surplus reserve" to cover all earnings devoted to 
permanent improvements. The harm in this practice is that 
it often gives to investors a false sense of security. I t leads 
them to believe that there is a reserve fund in hand which 
may be used to protect their bonds or stocks, whereas there 
may be no such fund in existence. Corporate statements, 
therefore, should carefully distinguish between that part of 
the surplus which is actually available, and that part which 
is not. Indeed it is hard to see how the latter part can with 
any propriety be called a "reserve." 
(2) A second method of treating the surplus reserve, 
possible, however, only in incorporated concerns, is to 
utilize it in buying up the outstanding bonds or stocks of the 
corporation in order that they may be cancelled. This has 
the advantage of lowering the annual interest and dividend 
obligations, and so exempting the corporation from those 
requirements both in good times and bad. But it is never-
theless objectionable. I t lacks the advantage of the first 
method, which improves the property and business of the 
corporation, while on the other hand it has several draw-
backs of its own. It is not often desirable to cancel bonds, 
since in a majority of cases sound corporate policy dictates 
that a bonded debt shall be made perpetual. Moreover, the 
redemption of stock is a process likely to be accompanied 
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with abuse, for the use of corporate funds to buy in stock 
may be employed by unscrupulous directors as a means of 
graft. They may purchase some of their own stock at so 
high a price as to give themselves an improper profit, or 
else, by buying from the small stockholders, they may in-
crease their own power in the corporation, and so render 
their control more autocratic. 
But the great objection to this method is the same that 
was brought against the first. The fund is sunk in such a 
way that it can hardly be made available in time of need. 
Hard times may come and the corporation may need the 
money, but it cannot get it. True, its interest or dividend 
requirements are a little lower, and to that limited extent 
the surplus fund is of service, but the principal of the fund 
is beyond the reach of the corporation. The only way in 
which the company could recover the fund would be to re-
issue the cancelled securities, but a period of panic or de-
pression is a poor time in which to attempt to float a new 
issue of securities, especially when the purpose of the issue 
is to save the corporation from bankruptcy or other finan-
cial trouble. Thus the surplus reserve, devoted to this end, 
fails to accomplish its purpose. Except, then, in the rela-
tively infrequent cases in which it is good policy to redeem 
bonds, this method should not be employed, and not even in 
those exceptional cases until an adequate sum in a readily 
available form has been accumulated. 
(3) Another way in which the surplus reserve may be 
employed, both in incorporated and in unincorporated con-
cerns, is the purchase of outside securities. Thus it may be 
invested in the stocks or bonds of other companies, in gov-
ernment bonds, and the like. The advantages of this method 
are important. The investment yields an annual return 
which may be used to build up the fund still farther, and 
which, when the reserve is large enough, may be devoted 
to betterments or to dividends. I t also gives the corpora-
tion an interest in other companies, and that may sometimes 
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prove of advantage to it. But its strongest point is that 
the fund is always available. The securities may be sold 
at any time when the corporation may need the money; or 
if that is deemed inadvisable or unnecessary, they may be 
put up as securitiy in order to obtain a loan. Thus the 
reserve is able to serve its purpose: it can be used to help 
the corporation in the hour of need. 
I t is true that there is one drawback here, though one 
which is not so serious as those which attend the other 
methods. I t is likely that the securities will be able to 
command only a relatively low price at the very time when 
reliance must be placed upon them. In a time of depression 
all prices are low. Were the corporation then required to 
sell out the securities in its reserve, some loss of principal 
would occur. Moreover, some of the securities might even 
be rendered practically worthless by the failure of the com-
panies which issued them, thus increasing the drain on the 
reserve fund. But with all of this, the corporation would 
be in a stronger position, and would be better able to endure 
the depression than if the reserve fund had been used in 
either of the other two ways already considered. Espe-
cially would this be true if the reserve were so large that 
the securities would not have to be sold, but could be used 
as the basis of a sufficient loan. In that case they could be 
retained until the return of prosperity and higher prices, 
thus avoiding any loss of principal. 
I t should here be emphatically stated that when various 
corporations are united into a "system," as is true among 
many railroads, the stocks of the subsidiary companies 
which are owned by the corporation at the head of the sys-
tem should not be regarded as a part of that corporation's 
surplus reserve. They are virtually a part of its plant. If 
it should be compelled by a depression to sacrifice them, the 
system would be broken up and the business seriously in-
jured. But the ideal of the surplus reserve is that it may 
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be used up if necessary, without impairing the business of 
the corporation. 
(4) A fourth way of treating the reserve is to deposit 
the money in savings banks where it will draw interest at 
3 per cent. This simple method has one advantage over 
the last, in that the full amount of the fund is within the 
reach of the management. A fall in the prices of securities 
would not impair it. In fact it would not be diminished in 
the least unless a savings bank should fail. But the dis-
advantage of this plan is that the rate of return is relatively 
low. A shrewd business man might figure that the addi-
tional annual income which would result from an invest-
ment in securities might, before a period of hard times 
arrived, amount to more than any loss which would be suf-
fered because of the decrease in the value of the securities. 
Thus this method might, or might not, be deemed better 
than the preceding one. 
Still other ways of investing the surplus funds might 
conceivably be found, but they are not important. For 
example, an unincorporated concern might put the money 
into real estate, which could at least be used in time of need 
as security for a loan, though a corporation could not usu-
ally invest its funds in that way, inasmuch as the laws of 
our states generally forbid a corporation to hold real estate 
not actually necessary to the prosecution of its business. 
The Size of the Surplus Reserve. 
After this review of the various possible uses to which 
the surplus reserve may be put we are in a position to dis-
cuss the question as to how large the fund should be. On 
this point the initial remark must be a confession that 
there is no exact, precise rule for the determination of the 
proper size of the reserve. Nevertheless, a few general 
principles may be stated which, if applied with discretion, 
would lead to satisfactory results. 
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In the first place, the management of a corporation, if 
prudent, will regard as the minimum figure for its surplus 
reserve a sum sufficient to pay all interest and dividend 
requirements for four years, and will, moreover, retain this 
minimum sum in a readily available form. The term of 
four years is chosen because that represents the extreme 
duration of any period of depression that is likely to occur. 
A sum adequate to all interest and dividend requirements 
is chosen because that would seem to be a reasonably safe 
allowance. During the bad times the corporation might 
for a year or so be unable to pay all of its operating ex-
penses and fixed charges other than interest, but for an-
other year or so it might enjoy receipts more than suffi-
cient for such expenses and charges. I t is perhaps safe 
to assume that one year taken with another, during hard 
times, the average business would earn returns just suffi-
cient to meet all requirements except those connected with 
its securities, and that hence a reserve fund equal to the 
interest and dividend charges would be just large enough 
to carry the corporation over to prosperous times. This 
sum, moreover, should always be kept in such form that 
the actual cash may be promptly realized; otherwise, it 
would not be capable of fulfilling its mission. Vigorous 
emphasis needs to be placed on this last statement, in view 
of the fact that the managers of many concerns, both incor-
porated and unincorporated, pursue the reckless course of 
investing in permanent improvements funds which ought 
to be kept in such a form that they will be readily available 
for the purposes of the surplus reserve. 
In an unincorporated concern a similar policy should 
be pursued. The owners should aim to accumulate as a 
minimum reserve an available sum sufficient to pay for 
four years the interest on borrowed capital and also what 
corresponds to the dividends of a corporation—a return 
to themselves by way of reasonable profits and interest on 
whatever money they have themselves invested in the 
business. 
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But in all kinds of business enterprises, this is simply 
the minimum amount to be placed in the surplus reserve. 
I t was assumed above that the average business will earn 
enough, even during years of depression, to pay all ex-
penses and charges except interest and dividends or profits. 
But any one concern may not be able to keep up to this 
assumed average, and caution therefore demands that pro-
vision be made against this chance. Moreover, allowance 
must be made for shrinkage in the surplus fund owing to 
a decline in the value of the securities in which it is in-
vested, or to other causes. Hence, after this minimum 
fund has been accumulated, further amounts should be 
added to it from year to year. But the ultimate level to 
which it should be raised during good times is a problem 
which admits of no mathematical solution. It must depend 
upon the good common sense and sound business judgment 
of those in control of the concern, seasoned with expe-
rience and careful study. However, there are two prin-
ciples which should always be observed. 
(1) The total amount to be thus added to the mini-
mum surplus reserve should be determined according to 
the variability of the profits of the business. A concern 
whose net income ordinarily fluctuates very widely needs 
to seize the opportunity presented during good years, and 
accumulate a large fund to balance the very low returns 
which will come with poor years. Another concern, how-
ever, whose net income varies within relatively narrow 
limits need not provide itself with so large a fund. 
(2) The second principle is that the size of the sur-
plus reserve should also depend upon the use to which the 
funds beyond the minimum are put. If they are kept in 
a readily available form, as in cash or outside securities, 
they may be much smaller than if the principal is practi-
cally sunk beyond recovery, as in permanent improvements 
or in the securities of the corporation itself. 
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The Accumulation of the Surplus Reserve. 
The rapidity with which the surplus reserve should be 
accumulated is another question to which no definite an-
swer can be given, but which must be left very largely to 
the best discretion of the managers. Prudence, however, 
is at this point their most desirable virtue. The quicker 
the fund is built up the better, for no one knows when a 
period of depression will arrive. 
In the light of this fact the following appears to be a 
fairly conservative policy: In the case of a corporation 
not more than one-half of the net income available for 
dividends should be used for that purpose. The balance 
should be placed in the surplus reserve; and this course 
should be pursued until the minimum reserve has been 
accumulated. In some cases not even half of the net in-
come should be paid in dividends. Until the minimum 
reserve is in hand, no corporation should pay more than a 
moderate rate of dividends, utilizing all of the rest of its 
net income for reserve purposes. Thus if the available net 
income equals 4 per cent of the stock, dividends of only 
2 per cent should be declared; but if the corporation is so 
successful that its net income equals 20 per cent of the 
stock, dividends of no more than 6 or 7 per cent should be 
paid, the entire balance going to surplus reserve. 
After the minimum reserve is accumulated, the cor-
poration can afford to slacken somewhat its pace. If the 
dividends have been low, they may now be raised to a rea-
sonable rate—5 to 7 per cent, depending upon the char-
acter of the business—provided that the net income is ade-
quate; but any excess of income should still be placed in 
the surplus fund until the total reserve has grown to the 
proper level. After that the entire net income may be 
used for dividends, or, if the corporation so desires, a part 
may be put into permanent improvements. Stockholders 
often choose this latter alternative, preferring to invest 
their money in extensions of their own business rather 
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than draw it out in dividends and seek for investments 
elsewhere. 
A similar program should be followed by an unincor-
porated concern. The owners should not appropriate as 
their personal returns more than one-half the net income 
available for profits and interest on the money they have 
invested, nor, if the net income is very large, should they 
take more than a fair return on their investment. This 
policy should continue until the minimum reserve is in 
hand. Even after that, all the net income above a fair 
return on the investment should be carried to surplus until 
the proper amount is accumulated, after which the owners 
may rest content with their surplus reserve. 
It need hardly be added that a concern whose surplus 
has been depleted or drained to meet the exigencies of a 
period of depression should, on the return of good times, 
take immediate steps to rehabilitate the fund as rapidly 
as possible. Wise and economical management is needed 
if this is to be accomplished successfully, and principles 
must be employed very similar to those which apply to 
the original accumulation of the surplus reserve. 
A corporation which adopts as a permanent policy the 
accumulation and maintenance of a surplus reserve on the 
general plan just described, or a more conservative plan, 
will speedily find itself in an enviable position. It will 
command the respect and confidence of the business world; 
its credit will be excellent; its securities will sell at good 
prices and be recognized as secure investments; but, better 
still, its stockholders and bondholders alike can look for-
ward to a period of panic and depression without fear. 
On the other hand, a corporation which ignores the 
necessity of the surplus reserve is constantly in an unfor-
tunate plight. Its business position and credit are none 
too good; its securities are of questionable value; and hard 
times will mean certain loss to its security holders and pos-
sible insolvency to the corporation itself. Such a concern 
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is unsafe for those who are in it, and is a menace to the 
business world at large. And what has thus been said as 
to corporations is also true, with appropriate modifications, 
in regard to unincorporated concerns. 
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Test Questions. 
NOTE: These questions are for the student to use in testing his knowledge 
of the lecture. The answers should be written out fully in a note book, but are not 
to be sent in to the University. 
1. Enumerate the proper charges which a corporation 
should deduct from its gross revenue before declaring 
dividends. 
2. Why are the stocks of a corporation which declares 
large dividends not always a safe investment? 
3. For what reasons may a concern find it necessary to 
use a portion of the net income for improvements ? 
4. State the functions of the surplus reserve. 
5. How do irregular dividends affect the stockholder? 
6. What is the disadvantage accompanying the use of the 
surplus reserve in enlarging the plant? 
7. How should the term "surplus reserve" be treated in 
the financial statement of a corporation? 
8. Why is the redemption of stock by means of the sur-
plus reserve objectionable? 
9. What is the most advantageous way of employing the 
surplus reserve? Give reasons. 
10. What is the minimum figure at which a corporation 
should maintain its surplus reserve ? 
11. What principles should be observed in determining the 
ultimate level to which the surplus reserve should be 
raised? 
12. How rapidly should the surplus reserve be accumu-
lated? 
